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LETTER OF TRANSMITTAL

JUNE 1, 1995.
The Honorable Bill Archer, Chairman,
Committee on Ways and Means,

U.8. House of Representatives,
Washington, DC.

The Honorable Bob Packwood, Chairman,
Committee on Finance,

U.S. Senate, '

Washington, DC.

DeaR CHAIRMAN ARCHER AND CHAIRMAN PackwooDn: With this
letter, I am transmitting the study by the staff of the Joint Com-
mittee on Taxation (“Joint Committee staff”) of the tax treatment
of expatriation as required by section 6 of H.R. 831 (P.L. 104-7).
An Executive Summary of the study’s findings and conclusions pre-
cedes the text of the study. I will be providing to you separately
certain information obtained by the Joint Committee staff during
the course of its study, which is tax return information subject to
the disclosure requirements of section 6103 of the Interrial Revenue
Code and, therefore, which cannot be contained in the portion of
the study made available to the public.

Part I of the study is an overview and background of present law
and the recent legislative proposals to modify the tax treatment of
expatriation. Part II is a description of present-law Federal income,
estate and gift taxation of U.S. citizens, residents, and non-
residents, as well as the requirements for U.S, citizenship, immi-
gration, and visas. Part III describes certain proposals to modify
the tax treatment of expatriation: the Administration propoesal in-
cluded in the President’s fiscal year 1996 budget proposal (intro-
duced as part of H.R. 981 and S. 453); the Senate amendment to
H.R. 831; the proposal contained in the motion to recommit H.R.
1215, offered by Representative Gephardt; and the identical bills
introduced by Senator Moynihan (S. 700) and Representative Gib-
bons (H.R. 1535).

Part IV of the study discusses general issues raised by the pro-
posals to modify the tax treatment of expatriation and Part V dis-
cusses the specific study issues listed in section 6 of Public Law
104-7. Part VI discusses possible alternatives to the existing expa-
triation tax proposals. Appendices provide the following informa-
tion related to the study: (A) comparison of saving clause provisions
in bilateral U.8. tax treaties; (B) summary of other countries’ tax-
ation of expatriation and immigration; (C) summary of foreign tax-
ation of estates, inheritances, and gifts; (D) Administration pro-
posal as submitted to the Congress on February 6, 1995; (E) discus-
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sion of issues relating to estimating the revenue effects of proposed
legislation to impose tax on expatriation and current Joint Commit-
tee staff revenue estimates of the expatriation proposals; (F) study
methodology; (G) exchanges of correspondence between the Joint
Committee staff and the Departments of State and Treasury, the
Internal Revenue Service, and the Immigration and Naturalization
Service; and (H) certain State Department information on expatria-
tion for 1994 and 1995.

Over the course of the approximately 2-month period that the
Joint Committee staff prepared this study, the staff reviewed testi-
mony, met extensively with the Administration, legal authorities,
and private practitioners, and consulted at length with individuals
and organizations with an interest in the various proposals to mod-
ify the tax treatment of expatriation. The Joint Committee staff
corresponded with practitioners in other countries that impose tax
on former citizens and residents. The Joint Committee staff met
with economists regarding the potential trade and flow of capital
implications of imposing tax on expatriation. Finally, the Joint
Committee staff did extensive research into ihe present-law expa-
triation provisions, applicable immigration law, the Privacy Act,
and the legal issues involved in the various proposals to impose tax
on expatriation.

A copy of the draft study was provided to the Treasury Depart-
ment for review and comment.

The Joint Committee staff wishes to thank all those who assisted
in providing data and other information for the study, including
the State Department, the Treasury Department, the Internal Rev-
enue Service, the Immigration and Naturalization Service, the Law
Library of the Library of Congress, and the private tax practition-
ers and economists with experience in expatriation and immigra-
tion issues.

Sincerely,
KENNETH J. KIES,
Chief of Staff.
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 EXECUTIVE SUMMARY
Legislative background

Public Law 104-7 (section 6}, signed by President Clinton on
April 11, 1995, directed the staff of the Joint Committee on Tax-
ation (“Jomt Committee staff”) to conduct a study of the issues pre-
sented by certain proposals to modify the taxation of expatriation
(i.e., relinquishing one’s U.S. citizenship or U.S. residence). The Ad-
ministration submitted a proposal as part of the President’s Fiscal
Year 1996 budget on February 6, 1995 (included in H.R. 981 and
S. 453, introduced by request on behalf of the Administration on
February 16, 1995). The Congress considered a modified version of
the Administration proposal, which passed the Senate as an
amendment to H.R. 831. H.R. 831 as enacted (P.L. 104-7) did not
include the Senate amendment, but included a provision directing
the Joint Committee staff to study the issue and report by June 1,
1995. Senator Moynihan and Representative Gibbons subsequently
introduced identical bills (S. 700 and H.R. 1535), which would fur-
ther modify the Adm1n1strat10n ‘proposal.

Joint Committee staff ﬁndmgs

In the course of analyzing the Administration and other propos-
als relating to the tax treatment of U.S. citizens who relinquish
their citizenship and long-term U.S. residents who give up their
residence, the Joint Committee staff reached the following findings
and conclusions:

e Since 1980, an average of 781 U.S. citizens expatriated each
year. Since 1962, the average number of U.S. citizens expatri-
ating each year has been 1,146. In 1994, 858 U.S. citizens ex-
patriated. Although there is some anecdotal evidence that a
'small number of U.S. citizens may be expatriating to avoid
continuing to pay U.S. tax and the amount of potential tax li-
ability involved in any individual case could be significant, the
Joint Committee staff found no evidence that the problem is ei-
ther widespread or growing. However, certain practitioners
have indicated that they believe that present law is not a sig-
nificant impediment to expatriation even if minimizing U.S.
taxes is a principal purpose. Certain changes could be made to
present law to strengthen its impact on those expatriating for
tax avoidance purposes without also negatively impacting
those Americans who expatriate for nontax reasons.

¢ Present-law Internal Revenue Code section 877 imposes U.S.
income tax on the U.S. assets of U.S. citizens who expatriate
for tax avoidance purposes. The Joint Committee staff has
identified certain problems with the present-law provisions, in-
cluding the following: _

(1)
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There are legal methods to avoid some or all taxation under
section 877 through proper tax planning.

Section 877 is ineffective with respect to individuals who relo-
cate to certain countries with which the United States has a
tax treaty because these treaties may not permit the United
States to impose a tax on its former citizens who are residents
in such other countries.

Section 877 only applies to U.S.-source assets and careful tax
planning can be used to relocate assets outside the United
States and, therefore, outside the scope of section 877.

The  Administration believes that section 877 s
unadministrable because it is difficult to demonstrate that tax
avoidance is a principal reason for expatriation. However, it
appears that neither the current Administration nor past ad-
- ministrations have ever undertaken any systematic effort to
enforce the provisions of section 877. No regulations have been
issued under section 877 since its enactment in 1966. The In-
ternal Revenue Service has litigated the tax avoidance motive
issue under section 877 in only two cases and has won one of
those cases.

The Administration proposal would eliminate the intent test
- currently applicable under section 877 and would apply an ob-
Jjective test that would impose tax on U.S. citizens who expatri-
ate as if the expatriating individual had sold all of his or her
assets.

The Administration proposal to impose a new tax regime of
much broader scope than present-law section 877 raises a
number of issues, including the following: 1

The Administration proposal affects more individuals than in.
tended. The Administration proposal has been justified on two
grounds. First, the Administration has stated that it is appro-
priate to collect U.S. tax with respect to those individuals who
have enjoyed the benefits of U.S. citizenship (e.g., traveling on
a U.S. passport) or with respect to U.S. citizens and long-term
residents whose assets have enjoyed the protection of being
within U.S. borders. Second, the Administration and others
have pointed out that certain U.S. citizens are relinquishing
their citizenship, but are maintaining a significant continuing
relationship with the United States. However, the Administra-

- - tion proposal would affect U.S. citizens who have lived abroad

their entire lives and have very tenuous ties to the United
States. It also would affect expatriates who sever all ties with
the United States.

The Administration proposal would require all U.S. citizens
with assets to pay a tax on unrealized gains on their assets
upon expatriation. Gains would be taxed to the extent they are
in excess of $600,000 ($1.2 million in the case of married indi-
viduals filing a joint return, both of whom expatriate). This tax
on unrealized gains is inconsistent with the normative U.S. in-
come tax system of imposing tax only on recognized gains. Al-
though the Administration has stated that the tax would be
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imposed generally in the case of U.S. citizens with assets in ex-
‘cess of $5 million, the key determinant of whether the tax is
imposed is the amount of unrealized gains; thus, taxpayers
with low-basis assets would pay the tax even if their total as-
sets are well below $5 million.

The Administration proposal would impose tax on all expatri-
ates and long-term residents who relinquish their U.S. resi-
dence without regard to a taxpayer’s motivation. Thus, the Ad-
ministration proposal would impose tax on U.S. citizens or
residents who (1) are expatriating for purely nontax reasons,
(2) have long-term dual citizenship with another country and
who are returning to their country of ancestry or birth, or (3)
have tenuous ties to the United States (e.g., an individual who
did not realize that he or she was a U.S, citizen).

The Administration proposal would apply to long-term U.S.
residents who relinquish their U.S. residence. It will be dif-
ficult to determine when U.S. residence is relinquished because
there are no specific acts that must be taken to give up U.S.
residence (or permanent residence (i.e., green card) status).

A number of practical problems are raised by the Administra-
tion proposal to tax unrealized gains (i.e., mark to market) in-
terests in property upon expatriation. These issues may be
summarized as (1) identifying the owner of the interest in
property (identity problems), (2) raising sufficient funds from
the interests in property to pay the tax (liquidity problems),
and (3) valuing the interests in property (valuation problems).
The problems are often related—something that makes it dif-
ficult to determine who owns an interest in property often
makes that interest very illiquid, which, in turn, may make
valuing the interest more difficult. These problems are espe-
cially difficult in the case of interests held through trusts be-
cause expatriating beneficiaries would be subject to a tax li-
ability determined by reference to the unrealized appreciation
in value of the trust’s assets notwithstanding the fact that the
beneficiary has no access to the trust assets. This particular
aspect of the proposal raises potential constitutional issues at
least under certain circumstances. Moreover, under certain cir-
cumstances, the tax might inappropriately interfere with the
right to expatriate recognized by U.S. and international law.

The Administration proposal may retroactively impose tax on
former U.S. citizens who lost their citizenship years ago. U.S.
citizenship is lost by performing certain acts of expatriation
(for example, by formally renouncing U.S. citizenship or by
being naturalized in a foreign country). These acts of expatria-
tion may have oceurred many years prior to announcement of
the Administration proposal, but the individual might have
never gone through the process of recording that loss with the
U.S. government through acquisition of a certificate of loss of
nationality from the Department of State of the United States
(“State Department”). If such an individual were to apply for
a certificate of loss of nationality on or after February 6, 1995,
the Administration proposal would subject such an individual
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to the proposed expatriation tax. In addition, all former citi-
zens who have not been issued a CLN as of February 6, 1995
would be retroactively liable for taxation as a U.S. citizen for
the period since the expatriating act was committed. It is un-
clear whether the United States would have any legal basgis for
attempting to collect tax in such a case since the individual
has lost all rights and responsibilities of U.S. citizenship years
before. Moreover, the retroactivity feature of the proposal
raises serious Constitutional concerns and issues of basic fair-
ness.

The Administration proposal would have an unfair effect on
. U.S. long-term residents who have been in the United States
. for more than 10 years and who have had no notice that they
would be taxed on unrealized gains upon departure from the
United States.

The Administration proposal may subject to tax assets that
have no relationship with the United States. For example, the
proposal would subject to tax assets acquired by long-term resi-
dents of the United States that were acquired outside the Unit-
ed States and were never brought into the United States.

Enactment of the Administration proposal may create an in-
centive to expatriate which does not exist under current law
for individuals who either have recently inherited wealth or
who expect to inherit wealth in the near future, because the
basis of inherited assets is stepped up to the fair market value
of the assets on the date of the decedent’s death, and thus
there would be little or no expatriation tax imposed on such as-
sets. A similar incentive would exist for those who have re-
cently disposed of appreciated assets (e.g., a long-held family
business). At the same time, the long-term tax savings from
" eliminating exposure to the U.S. tax system could be extracr-
dinary. This problem may be particularly significant because
certain anecdotal evidence suggests that much of the limited
class of wealthy U.8. citizens who may have expatriated for tax
avoild:la.lnce purposes involves second and third generation
wealth.

The Administration proposal would result in double taxation to
a former U.S. citizen or resident who becomes a resident of a
country that imposes tax on the gain derived from a sale of as-
sets under a tax regime similar to the U.S. system, or if the
country in which the asset is located taxes such gain. In some
situations, relief from double taxation may be available under
a tax treaty or provisions in the other country’s internal law.

The Senate amendment to H.R. 831 and the bills introduced by
Senator Moynihan (S. 700) and Representative Gibbons (H.R.
1535) address some, but not all, of the issues raised by the Ad-
ministration proposal.

If the Congress determines that present-law section 877 should
be modified, there are alternatives to the Administration pro-
posal that may be more appropriate. In evaluating such alter-
natives, the following issues should be considered:
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What is the underlying rationale for the proposal? In other
words, is the proposal intended to collect U.S. taxes that would
otherwise be paid by individuals who do not really sever their
ties with the United States? If so, is it intended to collect the
equivalent amount of income taxes, estate taxes, or both? Or,
is the proposal intended to impose a tax to recoup the benefits
of U.S. citizenship or residence?

e What is the appropriate class of individuals to whdm the pro-.
posal should be applied given the rationale for the proposal?

 How can the proposal be structured so as not to impose a new
tax regime retroactively on individuals who structured their
holdings of assets in reliance upon present law?

s Does the proposal impose a tax that is fair in relation to its
goals? Is the tax imposed consistent with the U.S. normative
system of taxation or is it an extraordinary tax? If it is an ex-
traordinary tax, are there alternatives that would be more con-
sistent wifh the way in which the United States taxes it citi-
zens and residents? - ' '

¢ Can a modification to present law be structured so as to not
create an incentive to expatriate for those with recently inher-
ited wealth?. ' '

Related finding—tax return filing by U.S. citizens residing
abroad

In the course of studying the issue of the appropriate tax freat-
ment of U.S. citizens and long-term residents who relinquish citi-
zenship or residence, the Joint Committee staff also obtained infor-
mation from the Internal Revenue Service on the tax return filings
of U.8. citizens who reside outside the United States. There are
currently 2.5 million U.S. citizens (not including U.S. government
employees and U.S. military personnel and their families) who re-
side outside the United States. Only approximately 1 million tax-
payers annually file Form 1040 (U.S. Individual Income Tax Re-
turn) and included in this 1 million figure are U.S. government and
military personnel residing abroad. Although many of these tax-
payers may be entitled to foreign tax credits that would otherwise
reduce the amount of U.S. income taxes owed, it appears that the
failure of U.S. citizens residing outside the United States to file an-
nual income tax returns may represent a continuing compliance
problem that should be explored further.



6

I. OVERVIEW AND BACKGROUND

A. Requirements of Public Law 104-7

Section 6 of the conference agreement on H.R. 831, as approved
by the House of Representatives on March 30, 1995, and the Sen-
ate on April 3, 1995, and as signed by the President on April 11,
1995 (P.L. 104-7), requires the staff of the Joint Committee on Tax.
ation (“Joint Committee staff”) to conduct a study of the issues pre-
sented by any proposals to affect the taxation of expatriation (i.e.,
relinquishing one’s U.S. citizenship or residence). The Chief of Staff
of the Joint Committee on Taxation is required to report the study
results to the Chairmen of the House Committee on Ways and
Means and the Senate Committee on Finance by no later than
June 1, 1995,

Among the issues that the Joint Committee staff was required to
analyze as part of the study include the following:

(1) the effectiveness and enforceability of current law with re-
spect to the tax treatment of expatriation;

(2) the current level of expatriation for tax avoidance purposes;
(3) any restrictions imposed by any constitutional requirement
that the Federal income tax apply only to realized gains;

(4) the application of international human rights principles to
taxation of expatriation;

(5) the possible effects of any such proposals on the free flow
of capital into the United States;

(6) the impact of any such proposals on existing tax treaties
and future treaty negotiations;

(7) the operation of any such proposals in the case of interests
in trusts;

(8) t?e problems of potential double taxation in any such pro-
posals;

(9) the impact of any such proposals on the trade policy objec-
tives of the United States;

(10) the administrability of such proposals; and

(11) possible problems associated with existing law, including
estate and gift tax provisions.

In addition to these issues, the Joint Committee staff evaluated
a number of other issues that have been raised, including the fol-
lowing:

(1) the extent to which any of the proposals impose tax retro-
actively on U.S. citizens or long-term residents who relinquish
their citizenship or residence;

(2) the classes of individuals who may be affected by any of the
proposals and the extent to which present law does not ade-
quately address the issues raised with respect to any of these
classes of individuals; and

(3) the potential problems of liquidity and valuation raised by
the Administration proposal.
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B. Background Information

General background information

Since 1980, an average of 781 U.S. citizens have expatriated each
year, The average annual level of expatriation for the years 1962-
1994 is 1146. In 1994, 858 U.S. citizens expatriated.

Table 1 contains information received from the State Department
relating to naturalizations and renunciations from 1962-1994.

Table 1.—Americans Giving Up U.S. Citizenship, 1962-1994

Abandonments/
Renunciations!

858
697
557
619
571
724
489
612
751
766
788
771
952
1,446
1,119
'946
1,753
1,504
1,880
1,512
1,556
1,177
1,510
1,422
2,061
1,004
1,707
933
1,531
1,411
1,466
1,491
1,234

Year

1Data supplied by the State Department of 1962-1979 is not entirely consistent
with data supplied for 1980-1994; however, the differences are minor.

Source: Department of State.
As Table 1 indicates, there are no clear patterns to the levels of

expatriation during the period covered by the table. Although the
1994 expatriations were higher than in any year since 1982, it ap-
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pears that the levels of expatriation were significantly higher dur-
ing the 1970’s than in the period since 1982. It is possible that the
levels of expatriation during the 1970’s in part reflect the con-
sequences of U.S. involvement in the war in Vietham.

Appendix H contains certain information relating to U.S. citizens
who expatriated in 1994 and early 1995. The reported numbers of
U.S. citizens renouncing their citizenship includes naturalized U.S.
citizens who return to their countries of birth. For example, accord-
ing to the State Department, of the 858 U.S. citizens who relin-
quished their citizenship in 1994, a significant percentage were Ko-
rean Americans returning to their country of birth or ancestry.
Under Korean law, an individual is not permitted to hold dual citi-
zenship, which requires Korean Americans to give up their U.8.
citizenship in order to return to Korea. According to a recent story
in the Washington Post, Korean Americans have experienced dif-
ficult economic and cultural problems when they come to the Unit-
ed States.! The Washington Post indicated that between 4 and 5
percent of New York City’s Korean population (or about a thousand
families) are returning to Korea each year.
~.In 1984, according to State Department records, there were ap-
proximately 1.8 million private U.S. citizens living outside the
United States.2 In 1993, there were approximately 2.5 million pri-
vate U.S. citizens residing abroad. The Internal Revenue Service
annually receives approximately 1 million Form 1040s filed by citi-
zens residing outside the United States (see Internal Revenue
Service letter dated May 12, 1995, Exhibit B). Included in these 1
million returns are tax returns filed by U.S. military and non-
military U.S. government employees stationed abroad.

Thus, it appears that fewer than 40 percent of U.S. citizens re-
siding abroad (including U.S. government employees) file annual
income tax returns.®

Present law

In general

A U.S. citizen or resident generally is subject to the U.S. individ-
ual income tax on his or her worldwide taxable income. All income

& “Their American Nightmare; Why Korean Entrepreneurs Are Fleeing Qur Cities,” Washing-
ton Post, May 7, 1995, p. C-1.

2 The information was compiled from .S, Foreign Service Post information. The number of
U.8. citizens living abroad does not include U.S. government (military and nonmilitary} employ-
ees or their dependents.

3 In 1985, the General Accounting Office (“GAQ”) testified before the Congress suggesting
that the failure of U.S, citizens living abroad to file annual income tax returns was a significant

roblem, Statement of Johnny C. Finch, Senior Associate Director, General Government Division,
Eefore the Subcommiltee on. Commerce, Consumer and Monetary Affairs, Committee on_Govern-
ment Operations, House of Representatives, on United States Citizens Living in Foreign Countries
and Not Filing Federal Income Tax Returns, United States General Accounting Office, May 8,
1985. In its testimony, the GAO found that only 39 percent of U.8. citizens living abroad were
filing annual income tax returns. In response to this testimony, the Congress enacted a provi-
sion in the Tax Reform Act of 1986 that requires the filing of an IRS information returnwith
a U.S. citizen's passport application and WIe'&l a resident alien’s green card application. It ap-
pears that the information return requirement may not have significantly improved the tax re-
turn filings of U.S. citizens residing outside the United States. In fact, the GAQ issued a follow-
up report in 1993, and did not find significant improvements in the ¢compliance with tax return
ﬁfing requirements of U.S. citizens living outside the United States. Tax Administration, IRS
Activities to Increase Compliance of Overseas Taxpayers, United States General Accounting Of-
fice, GAO/GGD 93-93, May 18, 1993. In its May 23, 1995, response to the Joint Committee on
Taxation, the Internal Revenue Service stated that it has undertaken efforts to improve the re-
turn filing by U.S. citizens residing outside the United States and that its initiatives have re-
sulted in improved voluntary compliance (see Appendix G). ) o
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earned by a U.S. citizen, whether from sources inside or outside the
United States, is taxable whether or not the individual lives within
the United States.

If a U.S. citizen or resident earns income from sources outside
the United States, and that income is subject to foreign income
taxes, the individual generally is permitted a foreign tax credit
against his or her U.S. income tax liability to the extent of foreign
income taxes paid on that income. In addition, a U.S. citizen who
lives and works in a foreign country generally is permitted to ex-
clude up to $70,000 of annual compensation from being subject to
T.8. income taxes.

Nonresident aliens are subject to U.S. taxation only to the extent
their income is from U.S. sources or is effectively connected with
the conduct of a trade or business within the United States. U.S.
source income generally includes items such as interest and divi-
dends paid by U.S. companies, but does not include gains on the
sale of stock or securities issued by U.S. companies. '

Special rules

Relinquishing U.S. citizenship with a principal purpose of
avoiding tax.—An individual who relinquishes his or her U.S. citi-
zenship with a principal purpose of avoiding U.S. taxes is subject
to an alternative method of income taxation for 10 years after ex-
patriation under section 877 of the Code. Under this provision, if
the Treasury Secretary establishes that it is reasonable to believe
that the expatriate’s loss of U.S. citizenship would, but for the ap-
plication of this provision, result in a substantial reduction in U.S.
tax based on the expatriate’s probable income for the taxable year,
then the expatriate has the burden of proving that the loss of citi-
zenship did not have as one of its principal purposes the avoidance
of U.S. income, estate or gift taxes, Section 877 does not apply to
resident aliens who terminate their U.S. residency.

The alternative method of taxation under section 877 modifies
the rules generally applicable to the taxation of nonresident aliens
in two ways. First, the expatriate is subject to tax on his or her
U.S. source income at the rates applicable to U.S. citizens rather
than the rates applicable to other nonresident aliens. (Unlike U.S.
citizens, however, individuals subject to section 877 are not taxed
on any foreign source income.) Second, the scope of items treated
as U.S. source income for section 877 purposes is broader than
those items generally considered to be U.S. source income under
the Code. _ .

Aliens having a break in residency status.—A special rule
applies in the case of an individual who has been treated as a resi-
dent of the United States for at least three consecutive years, if the
individual becomes a nonresident but regains residency status
within a three-year period. In such cases, the individual is subject
to U.S. tax for all intermediate years under the section 877 rules
described above (i.e., the individual is taxed in the same manner
as a U.S. citizen who renounced U.S. citizenship with a principal
purpose of avoiding U.S. taxes). The special rule for a break in resi-
dpélcyl status applies regardless of the subjective intent of the indi-
vidual.
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Aliens who physically leave the United States.—Any alien,
resident or nonresident, who physically leaves the United States or
any possession thereof is required to obtain a certificate from the
IRS District Director that he or she has complied with all TU.8. in-
come tax obligations. This certificate often is referred to as a “sail-
ing permit”. The certificate may not be issued unless all income tax
due up until the time of departure has been paid, or an adequate
bond or other security has been posted, or the Treasury Secretary
finds that the collection of the tax will not be jeopardized by the
departure of the alien.

T'ransfers to foreign corporations.—Certain transfers of prop-
erty by shareholders to a controlled corporation are generally tax-
free if the persons transferring the property own at least 80 per-
cent of the corporation after the transfer. Also, in certain corporate
reorganizations, including qualifying acquisitions, and dispositions,
shareholders of one corporation may exchange their stock or securi-
ties for stock or securities of another corporation that is a party to
the reorganization without a taxable event except to the extent
they receive cash or other property that is not permitted stock or
securities.

Section 367 applies special rules, however, if property is trans-
ferred by a U.S. person to a foreign corporation in a transaction
that would otherwise be tax-free under these provisions. These spe-
cial rules are generally directed at situations where property is
transferred to a foreign corporation, outside of the U.S. taxing ju-
risdiction, so that a subsequent sale by that corporation could es-
cape U.S. tax notwithstanding the carryover basis of the asset. In
some instances, such a transfer causes an immediate taxable event
so that the generally applicable tax-free rules are overridden. In
other instances, the taxpayer may escape immediate tax by enter-
ing into a gain recognition agreement obligating the taxpayer to
pay tax if the property is disposed of within a specified time period
after the transfer.

Section 367 also imposes rules directed principally at situations
where a U.S. person has an interest in a foreign corporation, such
as a controlled foreign corporation (“CFC”) meeting specific U.S.
shareholder ownership requirements, that could result in the U.S.
person being taxed on its share of certain foreign corporate earn-
ings. These rules are designed to prevent the avoidance of tax in
circumstances where a reorganization or other nonrecognition
transaction restructures the stock or asset ownership of the foreign
corporation so that the technical requirements for imposition of
U.S. tax under the CFC or other rules are no longer met, thus po-
tentially removing the earnings of the original CFC from current
or future U.S. tax or changing the character of the earnings for
U.8. tax purposes (e.g., from dividend to capital gain).

The rules of section 367 do not generally apply unless there is
a transfer by a U.S. person to a foreign corporation, or unless a for-
eign corporation of which a U.S. person is a shareholder engages
in certain transactions. Because an individual who expatriates is
no longer a U.S. person, section 367 has no effect on actions taken
by such individuals after expatriation. The Treasury Department
has considerable regulatory authority under section 367 to address
situations that may result in U.S. tax avoidance. The legislative
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history suggests that a principal concern was avoidance of U.S. tax
on foreign earnings and profits and it does not appear that the
Treasury has either considered application of the current provision
to expatriation situations or sought any expansion of regulatory au-
thority. Under the existing regulations and the relevant expatria-
tion sections of the Code, a U.S. person who expatriates, even for
a principal purpose of avoiding U.S. tax, may subsequently engage
in transactions that involve the transfer of property to a foreign
corporation without any adverse consequences under section 367.
Similarly, a U.S. person who has expatriated is not considered to
be a U.S. person for purposes of applying the rules that address
restructurings of foreign corporations with U.S. shareholders. In’
addition, there may be difficulties enforcing a gain recognition
agreement if a U.S. person who has been affected by a transfer
under section 367 and has entered such an agreement later expa-
triates . .

Similar issues exist under section 1491 of the Code. Section 1491
imposes a 35-percent tax on otherwise untaxed appreciation when
appreciated property is transferred by a U.S. citizen or resident, or
by a domestic corporation, partnership, estate or trust, to certain
foreign entities in a transaction not covered by section 367. As in
the case of section 367, an individual who has expatriated is no
longer a U.S. citizen and may also no longer be a U.S. resident
and, ftlllf‘;f’ a transfer by such a person would be unaffected by sec-
tion .

Administration proposal

President Clinton’s fiscal year 1996 budget proposal was submit-’
ted to the Congress on February 6, 19954 On February 16, 1995,
certain of the revenue provisions in the President’s budget submis-
sion were included in the “Tax Compliance Act of 1995.” introduced
(by request) as H.R. 981 by Representatives Gephardt and Gibbons
and as S. 453 by Senators Daschle and Moynihan. Among the pro-
visions of H.R. 981 and S. 453 was a proposal to modify the tax
treatment of U.S. citizens who relinquish their citizenship and of
certain long-term resident aliens who terminate their U.S. resi-
dency status.

The Treasury Department issued a press release on February 6,
1995, stating that the Clinton Administration was proposing legis-
lation aimed at “stopping U.S. multimillionaires from escaping
taxes by abandoning their citizenship or by hiding their assets in
foreign tax havens.”5 The Treasury Department press release also
stated that a few dozen of the 850 people who relinquished their
citizenship in 1994 did so to aveid paying tax on the appreciation
in value that their assets accumulated while the individuals “en-
joyed the benefits of U.S. citizenship.” The Treasury Department
press release included an example of how a U.S. citizen could expa-
triate but continue to have a residence and driver’s license in the
United States and eontinue to travel on a U.S. passport.

* A copy of the description of the Administration’s proposal addressing the tax treatment of
atriation as submitted on February 6, 1995, is included as Appendix D. The Administration
submitted no statutory language as part of its February 6, 1995, submission. -
5 Department of the Treasury, Treasury News, “Clinton Offers Plan to Curb Offshore Tax
Avoidance,” RR-54, February 6, 1995,
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Under the Administration proposal, U.S. citizens who relinquish
their U.S. citizenship and certain long-term resident aliens who
terminate their U.S. residency status generally would be treated as
having sold all of their property at fair market value immediately
prior to the expatriation or cessation of residence. Gain or loss from
the deemed sale would be recognized at that time, generally with-
out regard to other provisions of present law. Any net gain on the
deemed sale would be recognized only to the extent it exceeds
$600,000 ($1.2 million in the case of married individuals filing a
joint return, both of whom expatriate).

Under the Administration proposal, a U.S. citizen would be treat-
ed as having relinquished his or her citizenship on the date that
the State Department issues a certificate of loss of nationality (or,
for a naturalized U.8S. citizen, the date that a U.S. court cancels the
certificate of naturalization), and would be subject to U.S. tax as
a citizen of the United States until that time. A long-term resident
who ceases to be taxed as a U.S. resident would be subject to the
proposal at the time of such cessation. ‘

The Administration proposal would be effective for U.S. citizens
who relinquish their citizenship as otherwise defined in the pro-
posal (i.e., with respect to those U.S. citizens who obtain a certifi-
cate of loss of nationality) on or after February 6, 1995, and for
long-term residents who terminate their U.S. residency on or after
February 6, 1995. Present law would continue to apply to persons
who received a certificate of loss of nationality prior to February
6, 1995. However, the Administration proposal would apply to indi-
viduals who had performed acts of expatriation before February 6,
1995 (and, therefore, who had lost citizenship under the Immigra-
tion and Nationality Act), but who obtained a certificate of loss of
nationality on or after February 6, 1995, because of the manner in
which the Administration proposal redefines the date of relinquish-
ment of citizenship for purposes of applying the tax on expatria-
tion. It should be noted, however, that the Administration proposal
does not change applicable Federal law controlling when the actual
loss of U.S. citizenship occurs.

Senate amendment to H.R. 831

The Senate amendment to H.R. 831 (the “Senate bill”) adopted
a modified version of the Administration proposal with respect to
the taxation of U.S. citizens and residents who relinquish their citi-
zenship or residency. The Senate bill modified the Administration
proposal in several ways. First, the Senate bill would apply the ex-
patriation tax only to U.S. citizens who relinquish their U.S. citi-
zenship, not to long-term resident aliens who terminate their U.S.
residency. Second, the Senate bill would modify the date when an
expatriating citizen is treated as relinquishing U.S. citizenship,
such that most expatriating citizens are treated as relinquishing
their citizenship at an earlier date than under the Administration
proposal. The Senate bill also would make some technical modifica-
tions to the Administration proposal, including a provision to pre-
vent double taxation in the case of certain property that remains
subject to U.S. tax jurisdiction.
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Gephardt motion to recommit H.R. 1215

Representative Gephardt included a variation of the Administra-
tion proposal in a motion to recommit that was offered on the
House floor in connection ‘with the Housé consideration of H.R.
1215 (“Tax Fairness and Deficit Reduction Act of 1995”). The Gep-
hardt amendment would have changed the effective date in the Ad-
ministration proposal to October 1, 1996, rather than February 6,
1995, The Gephardt motion was not adopted

8. 700 (introduced by Senate Moynihan) and H R 1535 (mtro- '
" duced by Representative, Gibbons) -

_ Senator Moynihan 1ntroduced_,S 700 o
resentative Gibbons introduced an i

‘2, 1995.S."700 and H.R. 1535 "

_ expatnatmn ‘proposal included in the Sen ' .R.

- 831. Among the modifications to the Administration’ proposal m—' '

cluded in S. 700°and H.R. 1535 are the follow:

hill (H{{ _&535) on May

995 and ep_ o g e e

(1) The bills would apply the tax on ‘e'xpatnatmn to “long~term"" o

‘residents” who terminate their residency in a manner similar
" to the provision included in the original Administration pro-
posal. A long:-term resident would include an individual who
has been a lawful permanent resident of the United States

- (i.e., a green-card holder) in at least 8 of the, prior 15 taxable' N o

years '

{2) A nonresident alien individual who becomes a citizen or -

resident of the United States would be required to utilize a fair -
market value basis (at the {ime of obtalnmg citizenship or resi-

_dency), rather than a historical cost basis, in determining any ~ =

~ ‘subsequent gain or loss on the disposition of any property held
on the date the individual became a U.S. citizen or resident.

Such individuals could elect, on an asset-by-asset basis, to in-

stead use historical cost for purposes of determmmg gain on
asset dispositions.
(3) An expatriating 1nd1v1dual would be permitted to irrev-
'ocably elect, on an asset-by-asset basis, to continue to be taxed
as a U.S. c1t1zen with respect to any assets speclﬁed by the
taxpayer. :
(4) The bills would repeal or modify the present-law “sailing
permit” requirement,
(5) The tax on expatriation would not apply to an individual
who relinquished U.S. citizenship before attaining the age of
18-1/2, if the individual lived in the United States for less than
five taxable years before the date of relinquishment.
(6) The bills would provide that the time for the payment of
the tax on expatriation could be deferred to the same extent,
. and in the same manner, as any estate taxes may be deferred
under present law.
(7) The tax on expatriation would be allowed as a credit
against any U.S, estate or gift taxes subsequently imposed on
the same property solely by reason of the special rules impos-
ing an estate or gift tax on property transferred by an individ-
ual who relinquished his U.S. citizenship with a principal pur-
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?ose of avoiding U.S. taxes within 10 years prior to the trans-
er.

S. 700 and H.R. 1535 would be effective for individuals who are
deemed to have relinquished their U.S. citizenship on or after Feb-
ruary 6, 1995, and for long-term residents who cease to be subject
to tax as U.S. residents on or after February 6, 1995. Under these
bills, an individual would be deemed to have relinquished citizen-
ship on the earliest of (1) the date the individual renounces U.S.
nationality before a consular officer, (2) the date the individual fur-
nishes to the State Department a signed statement of voluntary re-
linquishment confirming the performance of an expatriating act, (3)
the date the State Department issues a certificate of loss of nation-
ality, or (4) the date a U.S. court cancels a naturalized citizen’s cer-
tificate of naturalization. Present law would continue to apply to
individuals who relinquished their U.S. citizenship prior to Feb-
ruary 6, 1995,
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II. PRESENT LAW

A. Taxation of United States Citizens, ReSIdents, and
Nonresidents

1. Individual income taxation
a. Income taxation of U.S. citizens and re_sidents
In general '
A United States citizen generally is subject to the U.S. individual

income tax on his or her worldwide taxable income.® All income

earned by a U.S. citizen, whether from sources inside or outside the
United States, is taxable whether or not the individual lives within
the United States. A non-U.S. citizen who resides in the United
States generally is taxed in the same manner as a U.S. citizen if
t};)h(f individual meets the definition of a “resident alien,” described

elow.

The taxable income of a U.S. citizen or resident is equal to the
taxpayer’s total income less certain exclusions, exemptions, and de-
ductions. The appropriate tax rates are then applied to a taxpayer’s

taxable income to determine his or her individual income tax liabil-

ity. A taxpayer may reduce his or her income tax liability by any
applicable tax credits. When an individual disposes of property, any
gain or loss on the dlsposmon is determined by reference to the
taxpayer’s adjusted cost basis in the property, regardless of wheth-
er the property was acquired during the period in which the tax-
payer was a citizen or resident of the United States. In general, no
U.S. income tax is imposed on unrealized gains and losses.

If a U.S. citizen or resident earns income from sources outside
the United States, and that income is subject to foreign income
taxes, the 1nd1v1dua1 generally is permitted a foreign tax credit
agamst his or her U.S. income tax liability to the extent of foreign
income taxes paid on that income.” In addition, a United States cit-
izen who lives and works in a foreign country generally is per-
mitted to exclude up to $70,000 of annual compensation from being
subject to U.S. income taxes, and is permitted an exclusion or de-
duction for certain housing expen’ses.s

Digtributions from qualified U.S. retirement plans are includible
in gross income under the rules relating to annuities (secs. 72 and
402) and, thus, are generally includible in income, except to the ex-
tent the amount received represents investment in the contract
(i.e., the employee’s basis). Lump-sum distributions are eligible for
special 5-year forward averaging and, in some cases, 10-year for-
ward averaging. This forward averaging generally taxes the lump-
sum distribution (in the year received} as if it had been received
over 5 or 10 years, respectively, rather than in a single year.

Resident aliens

In general, a non-U.S. citizen is considered a resident of the
United States if the individual {1) has entered the United States

¢ The determination of who is a U.S. citizen for tax purposes, and when such citizenship is
lost, is governed by the provisions of the Immigration and Nationality Act, 8 U.5.C. section
1401, et seq. See Treas. Reg. section 1.1-1(c).

7 See Code sections 901-907.

8 Section 911.
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as a lawful permanent U.S. resident (the “green card test”); or (2)
is present in the United States for 31 or more days during the cur-
rent calendar year and has been present in the United States for
a substantial period of time—183 or more days during a 3-year pe-
riod )vgeighted toward the present year (the “substantial presence
test”). ‘

If an individual is present in the United States for fewer than
183 days during the calendar year, and if the individual establishes
that he or she has a closer connection with a foreign country than
with the United States and has a tax home in that country for the
year, the individual generally is not subject to U.S. tax as a resi-
dent on account of the substantial presence test. If an individual
is present for as many as. 183 days during a calendar year, this
closer connections/tax home exception will not be available. An
alien who has an application pending to change his or her status
to permanent resident or who has taken other steps to apply for
status as a lawful permanent U.S. resident is not eligible for the
closer connections/tax home exception.

For purposes of applying the substantial presence test, any days
that an individual 1s present as an “exempt individual” are not
counted. Exempt individuals include certain foreign government-re-
lated individuals, teachers, trainees, students, and professional
athletes témporarily in the United States to compete in charitable
sports events. In addition, the substantial presence test does not
count days of presence of an individual who is physically unable to
leave the United States because of a medical condition that arose
while he or she was present in the United States, if the individual
can establish to the satisfaction of the Secretary of the Treasury
that he or she qualifies for this special medical exception.

In some circumstances, an individual who meets the definition of
a U.S. resident (as described above) also could be defined as a resi-
dent of another country under the internal laws of that country. In
order to avoid the double taxation of such individuals, most income
tax treaties include a set of “tie-breaker” rules to determine the in-
dividual’s country of residence for income tax purposes. In general,
a dual resident individual will be deemed to be a resident of the
country in which he has a permanent home available to him. If the
individual has a permanent home available to him in both coun-
tries, the individual's residence is deemed to be the country with
which his personal and economic relations are closer, i.e., his “cen-
ter of vital interests.” If the country in which he has his center of
vital interests cannot be determined, or if he does not have a per-
manent home available to him in either country, he shall be
deemed to be'a resident of the country in which he has an habitual
abode. If the individual has an habitual abode in both countries or
in neither of them, he shall be deemed to be a resident of the coun-
try of which he is a citizen. If each country considers him to be its
citizen or he is a citizen of neither of them, the competent authori-

9 The definitions of resident and nonresident aliens are set forth in Code section 7701(b). The
substantial presence test will compare 183 days to the sum of (1) the days present during the
current calendar year, (2} one-third of the days present during the preceding calendar year, and
(3) one-sixth of the days present during the second preceding calendar year. Presence for an av-
Sﬁage of 122 days (or more) per year over the three-year period would be sufficient to trigger

e test.
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ties of the countries are to settle the question of residence by mu-
tual agreement.

b. Income taxation of nonresident aliens

Non-U.S. citizens who do not meet the definition of “resident
_aliens” are considered to be nonresident aliens for tax purposes.
Nonresident aliens are subject to U.S. tax only to the extent their
income is from U.S. sources or is effectively connected with the con-
duct of a trade or business within the United States. Bilateral in-
come tax treaties may modify the U.S. taxation of a nonresident
alien. : '

A nonresident alien is taxed at regular graduated rates on net
profits derived from a U.S. business.1® Nonresident aliens also are
taxed at a flat rate of 30 percent on certain types of passive income
derived from U.S. sources, aithough a lower treaty rate may be pro-
vided (e.g., dividenids are frequently taxed at a reduced rate of 15
percent). Such passive income includes interest, dividends, rents,
salaries, wages, premiums, annuities, compensations, remunera-
tions, emoluments, and other fixed or determinable annual or peri-

" odical gains, profits and income. There is no U.S. tax imposed, how-
ever, on interest earned by nonresident aliens with respect to de-
posits with U.S. banks and certain types of portfolio debt invest-
ments.’! Gains on the sale of stocks or securities issued. by U.S.
persons generally are not taxable to a nonresident alien because,
they are considered to be foreign source income.??

Nonresident aliens are subject to U.S. income taxation on any
gain recognized on the disposition of an interest in U.S. real prop-
erty.’3 Such gains generally are subject to tax at the same rates
that apply to similar income received by U.S. persons. If a U.S. real
property interest is acquired from a foreign person, the purchaser
generally is required to withhold 10 percent of the amount realized
(gross sales price). Alternatively, either party may request that the
Internal Revenue Service (“IRS”) determine the transferor’s maxi-
mum tax liability and issue a certificate prescribing a reduced
amount of withholding {not to exceed the transferor’s maximum tax
liability). 24

Distributions received by nonresidents from U.S. qualified plans
and similar arrangements are generally subject to tax to the extent
that the amount received is otherwise includible in gross income
(i.e., does not represent return of basis) and is from a U.S. source.
Employer contributions to qualified plans and other payments for
services performed outside the United States generally are not

10 Section 871.

11 See sections 871(h) and 871X 3).

12 Section 865(a).

12 Sections 897, 1445, 6039C, and 6652(f), known as the Foreign Investment in Real Property
Tax Act (“FIRPTA”). Under the FIRPTA provisions, tax is imposed on gains from the disposition
of an interest (other than an interest solely as a creditor) in real property (including an interest
in a mine, well, or other natural deposit) located in the United States or the 1J.8. Virgin Islands.
Also included in the definition of a U.S. real property interest is any interest (other than an
interest solely as a creditor) in any domestic corporation unless the taxpayer establishes that
the corporation was not a U.S. real property holding corporation (“USRPHC”) at any time dur-
ing the five-year period ending on the date of the disposition of the interest (sec. 887(c) 1)(AXii)).
A USRPHC is any corporation, the fair market value of whose U.S, real %ro rty interests
equals or exceeds 50 percent of the sum of the fair market values of (1) its U.S, real property
interests, (2) its interests in foreign real property, plus (3) any other of its assets which are used
or held for use in a trade or business (sec. 897(cX2)). ’

14 Section 1445.
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treated as income from a U.S. source, and therefore are generally
not subject to U.S. tax.?® The earnings on such contributions, how-
ever, may constitute income from a U.S. source and, therefore, may
be subject to U.S. tax. Qualified plan benefits (both contributions
and earnings) attributable to services performed within the U.S.
are generally considered to be from a U.S. source and, therefore,
are subject to U.S. tax. Taxable qualified plan benefits are taxed
at a rate of 30 percent if the amount is not effectively connected
with the conduct of a trade or business in the U.S. If the amount
is effectively connected, the normal graduated rates apply.

There is an exemption from U.S. tax for certain qualified plan
benefits.’® Amounts received from a U.S. qualified plan are not
subject to U.S. tax if all of the services by reason of which the ben-
efits are payable were performed outside the United States while
the individual was a nonresident alien (or the services are consid-
ered to be performed outside the United States under section
864(b}1)) and one of the following applies: (1) at the time pay-
ments begin at least 90 percent of the employees for whom con-
tributions or benefits are provided are citizens or residents of the
United States; (2) the recipients country of residence grants a simi-
lar exclusion from tax for pension benefits to residents and citizens
of the United States; or (3) the recipient’s country of residence is
a beneficiary developing county within the meaning of section 502
of the Trade Act of 1974.

2. Estate and gift taxation
a. In general

The United States imposes a gift tax on any transfer of property
by gift made by a U.S. citizen or resident,’” whether made directly
or indirectly and whether made in trust or otherwise. Nonresident
aliens are subject to the gift tax with respect to transfers of tan-
gible real or personal property where the property is located in the
United States at the time of the gift. No gift tax is imposed, how-
ever, on gifts made by nonresident aliens of intangible property
having a situs within the United States (e.g., stocks and bonds).18

The United States also imposes an estate tax on the worldwide
“gross estate” of any person who was a citizen or resident of the
United States at the time of death, and on certain property belong-
ing to a nonresident of the United States that is located in the
United States at the time of death.®

Since 1976, the gift tax and the estate tax have been unified so
that a single graduated rate schedule applies to cumulative taxable
transfers made by a U.S. citizen or resident during his or her life-
time and at death, Under this rate schedule, the unified estate and
gift tax rates begin at 18 percent on the first $10,000 in cumulative
taxable transfers and reach 55 percent on cumulative taxable
transfers over $3 million.2¢ A unified credit of $192,800 is available
with respect to taxable transfers by gift and at death. The unified

15 Section 862,

16 Section 871(D.

37 Section 2501.

18 Section 2601(a)}2).

19 Sections 2001, 2031, 2101, and 2108.
20 Section 2001(c).
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credit effectively exempts a total of $600,000 in cumulative taxable
transfers from the estate and gift tax. ' ’
Both the gift tax and the estate tax allow an unlimited deduction
for certain amounts transferred from one spouse to another Spolse’
who is a citizen of the United States.2! In addition, a marital de-
duction is allowed for both gift tax and estate tax purposes for
transfers to spouses who are not citizens of the United States if the
transfer is to a qualified domestic trust (“QDOT”). A QDOT is a
trust which has at least one trustee that is a U.S. citizen or a do-
mestic corporation and no distributions of corpus can be made un-
less t2}‘12e U.S. trustee can withhold the tax from those distribu-
tions. ‘ C ) Lo '
~ A marital deduction generally is not allowed for so-called “ter-
minable interests”. Terminable interests generally are created
“ where an interest in property passes to the spouse and another in-
terest in the same property passes from the donor or decedent to
some other person for less than full and adequate consideration.
For example, an income interest to the spouse generally would not
qualify for the marital deduction where the remainder interest is
transferred to a third party. An exception exists to the terminable
interest rule called the “qualified terminable interest” rule.23
Under this exception, a transfer to a trust (called a “QTIP”) in
which the spouse has an income interest for life will qualify for the
marital deduction if the transferor elects to include the trust in the
spouse’s gross estate for Federal estate tax purposes and subjects
to gift tax the property in the QTIP if the spouse disposes of the

- income interest.

Residency for purposes of estate and gift taxation is determined
under different rules than those applicable for income tax purposes.
In general, an individual is considered to be a resident of the Unit-
ed States for estate and gift tax purposes if the individual is “domi-
ciled” in the United States. An individual is domiciled in the Unit-
ed States if the individual (a) is living in the United States and has
the intention t{o remain in the United States indefinitely; or (b) has
lived in the United States with such an intention and has not
formed the intention to remain indefinitely in another country. In
the case of a U.8. citizen who resided in a U.S. possession at the
time of death, if the individual acquired U.S. citizenship solely on
account of his birth or residence in a U.S. possession, that individ-
ual is not treated as a U.S. citizen or resident for estate tax pur-
Poses 24 : OF, reside or cslalc lax

In addition to the estate and gift taxes, a separate transfer tax
is imposed on certain “generation-skipping” transfers.

b. Gift tax

Under present law, U.S. citizens and residents are subject to a
gift tax on their lifetime transfers by gift. In addition, the exercise
or the failure to exercise certain powers of appointment also are
subject to the gift tax. Nonresident aliens are subject to gift tax
with respect to certain transfers by gift of U.S. situs property. The

21 Sections 2056 and 2523.

22 Section 2056A.

2 Sections 2056(b)(7) and 2523(f).
24 Section 2209
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amount of the taxable gift is determined by the fair market value
of the property on the date of gift. In addition to the marital deduc-
tion (discussed above), deductions are allowed for certain charitable
and similar gifts.25 Present law also provides an annual exclusion
of $10,000 (@0,000 where the nondonor spouse consents to treat
the gift as made one-half by each spouse) of transfers of present in-
terests in property with respect to each donee.

The gift tax is imposed on gifts made in a calendar year and the
tax is due by April 15th of the succeeding year, 26

c. Estate tax

Under present law, an estate tax is imposed on the “taxable es-

tate” of any person who was a citizen or resident of the United
States at the time of death. The taxable estate equals the world-
wide “gross estate” less allowable deductions, including the marital
deduction. Also, several credits, including the unified credit, are al-
lowed that directly reduce the amount of the estate tax.
. The estates of nonresident aliens generally are taxed at the same
estate tax rates applicable to U.S. citizens, but the taxable estate
includes only property situated in the United States that is owned
by the decedent at the time of death. Where required by treaty, the
estate of a nonresident alien is allowed the same unified credit as
a U.S. citizen multiplied by the portion of the total gross estate sit-
uated in the United States. In other cases, the estate of a non-
resident alien is allowed a unified credit of $13,000 (which effee-
tively exempts the first $60,000 of the estate from tax). This latter
rule also applies in the case of residents of U.S. possessions who
are not considered citizens of the United States for estate tax pur-
poses.

Determination of gross estate

The gross estate generally includes the value of all property in
which a decedent had an interest at his death.2? The amount in-
cluded in the gross estate generally is the fair market value of the
property at the date of the decedent’s death, unless the executor
elects to value all property in the gross estate at the alternate
valuation date (which is six months after the date of the decedent’s
death).28 If certain requirements are met, family farms and real
property used in a closely held business may be included in a dece-
dent’s gross estate at the current use value, rather than full fair
market value. Use of this special valuation rule may not reduce the
gross estate by more than $750,000.22

In addition, the gross estate includes the value of certain prop-
erties not owned by the decedent at the time of his death if certain
circumstances are met. These include, generally, predeath transfers
for less than adequate and full consideration if (1) the decedent re-
tained the beneficial enjoyment of the property during his life, (2)
the property was previously transferred during the decedent’s life-
time but the transfer takes effect at the death of the decedent, and

25 Sections 2522-2523.

2 An extension to pay gift tax is granted to the date to which an extension to pay income
tax for the year of gift has %leen granted (sec. 6075).

27 Section 2031.

28 Section 2032,

2% SBection 2032A.
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{3) the decedent retained the power to alter, amend, revoke, or ter-
minate a previous lifetime transfer.®® The gross estate generally
also includes the value of an annuity if the decedent had retained
a right to receive payments under the annuity.3! In addition, the
gross estate includes the value of property subject to certain gen-
eral powers of appointment possessed by the decedent.? Lastly,
the gross estate includes the proceeds of life insurance on the dece-
dent’s life if the insurance proceeds are receivable by the executor
of the decedent’s estate or the decedent possessed an 1n<:1dent of '
ownership in’ the pohcy a3 o

Beneficial interests in a tris that the decedent owns at the tlme_
of his death and which do not terminate with his death generally

are includible in his or her gross estate, ‘These interests can include R

income 1nterests for a term of years or for the 11fe of another person

" (i.e., an estate “per autre Vie™), and reversionary in rests and re- -
'-.mmnder interests that are not contmgent upon survivorship.34 In

. contrast, a life. estate or any er interest of the decedent that ter-

" minates at death (e.g., a rema ;

he gross’ ‘estate.

‘Qualified retirement plan eﬁts are 1nc1ud1b1e in"th :'-gross es-
'tate ‘There is an addition to the estate tax equal to 15 percent of
excess retirement accumulation

" accumulations are the excess of the decedent’s intérests in qualified

“plans over the present value of a single life annuity with annual
‘payments equal to the maximum that could be paid w1t}'out impo- -
- sition of the tax on excess pension “distributions.. - '
Several special riles goverh the treatiment “of jointly held prop-

o erty for estate tax purposés.38 In general, under thesé rules, the
* gross estate includes the value of property held jointly a ‘the time
of the decedent’s death by the decedent and another personor per-
sons with the right of survivorship, except that’ portlon of the prop-

. erty that was acquired by the other joint owner, or owners; for ade-
quate and full consideration, or by bequest or gift from a' third
party. However, with respect to certain qualified interests held in

{ er 1nterest ntmgent upon surv1- S

5.35 In general excess retirement

joint tenancy by the decédent and his spouse, one-half of the value = '

of such interest is included in the gross estate of the ‘decedent at

gardless of which joint tenant furnished the consxderatlon An in-
terest is a qualified joint interest if the decedent and the decedent’s
spouse hold the property as (1) tenants by the entirety, or (2) joint

tenants with right of survivorship, but only 1f the Jomt tenants can- '

not be Dpersons othe han the decedent

30 Sections 2086 2038

3% Section 2039.

. 32 Section 2041. . ) .

33 Section 2042, w, .

£ 8eé, eg., Rev. Rul '67-370, 1967-2 C. B. 324 (holdmg that’ decedent’s con ngent remamder
interest in a trust would be includible in ‘his gross estate because the'inteérest survived his
death, -even though the grantor (who survived the decedent) retained the nght to revoke the
interest and did in fact later revoke the interest). ‘ N

35 Section 4980A(d). o ’ )

36 Section 2040. These rules apply to forms of ownership where there is a nght of survivor-
ship upon the death of one of the joint tenants. They do not apply to commumty property or
property owned as tenants in commen.
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Payment of tax

The estate tax generally is due 9 months after the date of
death.3” The IRS may grant an extension to pay estate tax upon
a showing of reasonable cause for a period not exceeding 10
years.3® In addition, in the case of estate tax attributable to inter-
ests in certain closely-held businesses, the executor may elect to
pay such estate tax over a 14-year period—interest only for 4 years
and principal and interest over the next 10 years.3® Finally, the ex-
ecutor may elect to pay estate tax and accumulated interest on re-
mainder or reversionary interests 6 months after the termination
of the preceding interest (plus an additional period not to exceed
3 years for reasonable cause).40

d. Generation-skipping transfer tax

Under chapter 13,4 a separate transfer tax is imposed on gen-
eration skipping transfers in addition to any estate or gift tax that
is normally imposed on such transfers. This tax is generally im-
posed on transfers, either directly or through a trust or similar ar-
rangement, to a beneficiary in more than one generation below that
of the transferor. The generation-skipping transfer tax is imposed
at a flat rate of 55 percent on generation-skipping transfers in ex-
cess of $1 million. -

3. Income taxation of trusts, estates, and their beneficiaries
a. Taxation of the trust or estate ' ‘

A trust or estate is treated as a separate taxable entity, except
in cases where the grantor (or a Eerson with a power to revoke) has
certain powers with respect to the trust (discussed below). A trust
or estate generally is taxed like an individual with certain excep-
tions. These exceptions include: (1) a separate tax rate schedule ap-

licable to estates and trusts; (2) an unlimited charitable deduction
or amounts paid to (and, in the case of estates, amounts perma-
nently set aside for) charity; (3) a personal exemption of $600 for
an estate, $300 for a trust that is required to distribute all of its
income currently, or $100 for any other trust; (4) no standard de-
duction for trusts and estates; and (5) a deduction for distributions
to beneficiaries. o ‘ ' R -

An estate can elect to use any fiscal year as its taxable year
while a trust is required to use a calendar year. Trusts and estates
(for years more than two years after the decedent’s death) gen-
erally are required to pay estimated income fax,

b. Taxation of distributions to beneficiaries

Distributions from a trust or estate to a beneficiary generally are
includible in the beneficiary’s gross income to the extent of the dis-
tributable net income (“DNI”) of the trust or estate for the taxable
year ending with, or within, the taxable year of the beneficiary.
DNI is taxable income (1) increased by any tax-exempt income (net
of disallowed deductions attributable to such income) and (2) com-

37 The ]RS may grant an extension for a period not to exceed six months (section 6081).
38 Section 6161(a).

32 Section 6166.

40 Section 6163.

41 Sections 2601-2663.
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puted without regard to personal exemptions, the distribution de-
duction, capital gains that are allocated to corpus and not distrib-
uted to any beneficiary during the taxable year or set aside for
charitable purposes, capital losses other than capital losses taken
into account in determining the amount of capital gains which are
paid to beneficiaries, and (with respect to simple trusts) extraor-
dinary dividends which are not distributed to beneficiaries. In the
case of a foreign trust,42 DNI also includes foreign-sou¥ée income
less related deductions, income that is exempt under treaties, and
capital gains reduced (but not below zero) by capital losses. Also,
to determine DNI, the exclusion for small business capital gains
under section 1202 is not taken into account.

DNI has the following three functions: (1) it measures the
amount of the deduction to the trust or estate for distributions to
beneficiaries, (2) it measures the amount of distributions that is
taxable to the beneficiaries, and (3) it determines the character of
the income to the beneficiaries. In effect, DNI is allocated to dis-
“tributions in the following order: first, to distributions that are re-
quired to be made out of income for the year; second, to distribu-
tions of income made to charities; and lastly, to all other distribu-
tions. The character of the amounts includible in gross income is
the same proportion of each class of items includible in distribut-
able net income as the total of each class bears al ‘distribut-
able net income. . .=- - R Tt b Rt B A HRE ;u-f:,.,«,\':h- L -

There are two exceptions to these rules. First, distributions as a
gift or bequest of specific property or a specific sum of money that
is paid in not more than 3 installments are not includible in the
gross income of the beneficiary. Second, distributions from a sepa-
rate and independent share of a trust to a beneficiary of that trust
share is treated as a distribution from a separate trust. Existing
Treasury regulations (Treas. Reg. sec. 1.663(c)-3) provide that
“[tThe application of the separate share rule...will generally depend
upon whether distributions of the trust are to be made in substan-
tially the same manner as if separate trusts had been created....
Separate share treatment will not be applied to a trust or portion
of a trust subject to a power to distribute, apportion, or accumiulate
income or distribite corpus to or for the use of one or more bene-
ficiaries within a group or class of beneficiaries, unless the pay-
ment of income, accumulated income, or corpus of a share of one
beneficiary cannot affect the proportionate share of income, accu-
mulated income, or corpus of any shares of the other beneficiaries,
sf unless substantially proper adjustment must thereafter be made
under the governing instrument so that substantially separate and
independent shares exist.” = o '

Distributions to beneficiaries of trusts (but not estates) out of
previously accumulated incomie are taxed to the beneficiaries under
a throwback rule. The éffect of the throwback rule is to impose an
additional tax on the distribution of previously accumulated income
in the year of distribution at the average marginal rate of the bene-
ficiary in the previous five years. The amount of the distribution
is grossed-up by the amount of the taxes paid by the trust on the

42 A foreign trust is a trust whose income from sources outside the United States, which is
not effectively connected with the conduct of a trade or business within the United States, is
not included in gross income for U.S. income tax purposes. Section 7701(a)31). S
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accumulated income and a nonrefundable credit is allowed to the
beneficiary for such taxes. In order to prevent trusts from accumu-
lating income for a year, the fiduciary of a trust may elect to treat
distributions within the first 65 days after the close of its taxable
year as having occurred at the end of the preceding taxable year.

c. Grantor trust rules

Under the grantor trust rules,43 the grantor of a trust will con-
tinue to be taxed as the owner of the trust (or a portion thereof)
if certain rights or powers are retained by the grantor. A grantor
of a trust generally is treated as the owner of any portion of a trust
when the following circumstances exist:

(1) the grantor has a reversionary interest that has more than
a 5-percent probability of returning to the grantor.

(2) the grantor has power to control beneficial enjoyment of the
income or corpus. Certain powers are disregarded for this pur-
pose—(a) a power to apply income to support of a dependent;
(b) a power affecting beneficial enjoyment that can be exercised

.only after an event that has a 5 percent or less probability of
oceurring; (c) a power exercisable only by will; (d) a power to
allocate among charities; (e) a power to distribute corpus under
an ascertainable standard or as an advancement; (f) a power
to withhold income temporarily; (g) a power to withhold income
during disability; (h) a power to allocate between corpus and
income; (i) a power to distribute, apportion, or accumulate in-
come or corpus among a class of beneficiaries that is held by
an independent trustee or trustees; and, (j) a power to distrib-
ute, apportion, or accumulate income among beneficiaries that
is limited by an ascertainable standard.

(3) the grantor retains any of the following administrative pow-
ers—(a) a power to deal at non-arms’ length; (b) a power to
borrow trust funds without adequate interest or security; (c) a
borrowing that extends over one taxable year; (d) a power to
vote stock of a controlled corporation held in the trust; (e} a
power to control investment of trust funds in a controlled cor-
poration; and (f) a power to reacquire trust corpus by substitut-
ing property with equivalent value.

(4) the grantor has a power to revoke, unless such power may
not be exercised any time before an event that has a 5-percent
probability or less of occurring.

. (5) the income is or may be distributed to, held for the future
benefit of, or used to pay for life insurance on the lives of, the
grantor or the grantor’s spouse, unless such power may not be
exercised any time before an event that has a 5-percent prob-
ability or less of occurring. (An exception is provided for income

- that may be used to discharge an obligation of support, unless
the income is so used.)

If the grantor is not treated as the owner of any portion of a
trust, another person generally will be treated as the owner of that
portion of the trust if he or she has the power to revoke that por-
tion of the trust or gave up a2 power to revoke and retained any of

43 Sections 671-679,
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the powers set forth above, unless the retained power is disclaimed
within a reasonable time. ' _ :

A U.S. person who transfers property to a foreign trust generally
is treated as the owner, under the grantor trust rules, of the por-
tion of the trust comprising that property for any taxable year in
which there is a U.S. beneficiary of any portion of the trust. This
treatment generally does not apply, however, to transfers by reason
of death; to sales or exchanges of property at fair market value,
where gain is recognized to the transferor; or to transfers made be-
fore the transferor became a U.S. person. -

d. Taxation on disposition of interests in trusts

In general, the gain or loss on the sale or other disposition of an
asset is the difference between the amount realized on the sale or
disposition of the asset and the taxpayer’s adjusted basis in that
property.44 A trust’s basis in an asset contributed to the trust is
the same as the contributor’s basis in that asset increased by any
gain or decreased by any loss recognized on the transfer. A bene-
ficiary’s basis in hisinterest in a trust generally is the same as the
trust’s basis in the asset.4® “If the [trust] property is an investment
made by the fiduciary (as, for example, in the case of a sale by the
fiduciary of property transferred by the grantor, and reinvestment
of the proceeds), the cost or other basis to the fiduciary is taken
in lieu of the [grantor’s basisl.” 46 o

When a life estate and remainder interest in property are ac-
quired by gift, bequest, or inheritance, a so-called “uniform basis”
rule is applied with the basis of the property being divided between
the life estate and the remainder interest. As the life estate is used
up each year, its basis is reduced, and the basis of the remainder
interest increases in the same amount; hence, the combined basis
of the life estate and the remainder interest remains the same from
year to year. _ Jremains e same ros

Under a special rule applicable in determining gain or loss from
the sale or other disposition of a “term interest” in property, that
portion of the adjusted basis of such interest which is determined
as a carryover basis as a result of a transfer of the property by gift
(section 1015) or a stepped-up basis as a result of the property
being transferred at $eath (section 1014) generally is dis-
regarded.4” For purposes of the rule, a “term interest” includes a
life estate, an interest for a term of years, or an income interest.48
A “term interest” includes an interest which will terminate upon
the happening of an event, but does not iniclude a remainder or re-
versionary interest or an interest th